ABSTRACT
INTRODUCTION
he Java & Holes case describes a setting in which a company is examining several strategies in an effort to increase earnings per share. (Java & Holes is a fictionalized version of an actual company). Students assume the role of an accounting intern responsible for making a "first pass" at evaluating the effectiveness of these strategies in meeting management's objective, while continuing to meet the provisions of the Company's debt agreements. In this role, students are required to perform analytical procedures by calculating financial ratios and the weighted average cost of capital as well as consider other financial implications of the strategies from a managerial accounting viewpoint.
COMPANY BACKGROUND
Java & Holes (the Company) is a publicly-owned corporation specializing in retail sales of premium quality donuts and gourmet coffee. They operate 400 stores (established stores) across the United States and are located primarily in metropolitan areas. The established stores consist of company -owned and franchised store locations. These stores have the capability of producing 4,000 to 10,000 dozen donuts daily. In addition to selling their product on premises, the company markets their product off premises to convenience, grocery and discount stores under branded and private labels. The Company purchases ingredients and equipment from a related party entity ensuring they maintain a consistent, premium quality product. Over the past three years, the Company has focused their expansion efforts into major markets. Management believes they have currently exhausted this strategy.
CURRENT BUSINESS
Because of the recent focus of Americans on low carbohydrate diets, donut sales have been below anticipated levels over the last three quarters, resulting in lower than projected earnings. Benjamin Hayward, Chief Executive Officer, called a management meeting to discuss potential strategies to increase earnings per share (EPS) to the projected level of 2009 of .95 per share. After extensive discussion of plausible strategies, management narrowed their focus to three options for further consideration.
T

OPTIONS
The first option entails opening "mini-cafes" in student centers in large university campuses around the United States. Elizabeth Collier, Chief Operating Officer, stated that research indicates the majority of college age students are not likely to engage in low carbohydrate diets. She recommended opening 50 mini cafes in large universities located in California, Texas, Louisiana Oklahoma, Arkansas and Mississippi. The mini-cafes will receive their inventory of donuts several times a day from nearby established stores, thus utilizing the excess capacity of the established stores. In addition to having the target market concentrated in a specific location, Ms. Collier believes the mini cafes will experience a higher gross margin over the established stores due to the following: (1) When marketing their product off-premises, the Company sells the product at a lower price than onpremises sales. As the mini-cafes will sell on-premises only, the gross margin will be higher than that of the established stores. (2) It is anticipated the mini-cafes will experience a higher percentage of coffee sales (frappuccino, cappuccino, espresso, etc.) than the established stores because of the characteristics of the target market. Coffee sales have a higher contribution margin than donut sales, ultimately resulting in higher profitability. Because the mini-cafes will not be producing donuts, equipment purchases will be significantly less that that of an established store, consisting primarily of re-heating and glazing equipment. In addition, the space necessary for a mini-café will be significantly less than that of an established store, resulting in a reduced rental rate. Opening the mini-cafes will primarily entail signing operating leases and borrowing funds for the purchase of operating equipment and leasehold improvements. Although this type of arrangement would typically be structured as a kiosk whereby the University would pay the Company royalties based on sales, Ms. Collier believes the Company can negotiate with the universities in the form of a leasing arrangement. Roberta Stevens, Chief Accounting Officer, has prepared projected financial statements for the 50 cafes for the first year of operations. See Exhibit I.
The second option, closing or selling stores with lower than expected performance, is considered attractive by several members of management as no additional debt will be incurred. Management expects that the Company will reduce their debt with the equity remaining in these stores after all liabilities have been settled. Harold Dune, Controller, has identified 22 stores (Identified stores) with same store sales lagging the Company average of 109%. The Identified stores have experienced same store sales of 100% or less. Mr. Dune compiled the financial statements of the identified stores for the fiscal year ended 2/1/ 08. See Exhibit II.
The third option, a treasury share buy -back program, will reduce the number of shares of common stock outstanding and could result in an increase in EPS, depending upon the source of financing and its impact on earnings. Michael Donovan, Chief Financial Officer, stated this option should only be chosen if the impact on the Company's cost of capital supports the buy-back decision.
Mr. Donovan reminded the management team that under the Company's current debt agreements, the Company is required to maintain certain financial ratios including a long-term debt-to-equity ratio of .50, an interest coverage ratio of 10.0, a working capital/current ratio of 1.75, and a quick ratio of .75. As an intern working under the supervision of Mr. Dune, you have been given the assignment of taking a first pass at "crunching the numbers" to determine which option results in the highest level of EPS while maintaining the ratios required under the debt agreements. This is a prime opportunity to demonstrate your business analytical skills in your search for a permanent job position with Java & Holes after graduation. You will want to identify additional financial implications management should consider when analyzing these strategic options. respectively. Although the debt is maintained at the corporate level, it has been allocated to the individual stores for managerial accounting purposes. When preparing the projected Balance Sheet and Income Statement under Option 2, assume (1) that this amount of debt, as well as additional debt equivalent to the equity remaining in these stores, is prepaid when the stores are closed/sold and (2) the transaction occurs at the beginning of the fiscal year. A prepayment penalty will not be assessed under the current debt agreements. For purposes of determining the impact of the store closures/sales, Mr. Dune has said to assume that the stores' assets are realized and the liabilities are settled at their net book value. No impairment charge or gain on sale will be considered at this time. Calculate projected earnings per share, the projected working capital ratio, quick ratio, long-term debt-to equity ratio, and interest coverage ratio. Determine whether the Company will continue to be in compliance with the debt agreements under this option. 3.
Compute the cost of the treasury share buy-back assuming 2,000,000 shares are purchased by Java & Holes at the current market price (Exhibit 3). Assume the purchase is financed via 80% debt/ 20% cash. Management believes the Company can secure a five-year note with an interest rate of 3.2%, with interest payments due monthly and principal payments due annually over the term of the loan. Prepare the projected Balance Sheet and Income Statement of the Company utilizing the Company's 2/01/08 Balance Sheet and Income Statement (Exhibit 3) adjusted for the effects of the transaction, including future debt service. Assume the transaction occurs at the beginning of the year. Calculate projected earnings per share utilizing the number of shares of common stock outstanding adjusted for the buy-back. Calculate the projected working capital ratio, quick ratio, long-term debt-to-equity ratio and interest coverage ratio. Determine whether the Company will continue to be in compliance with the current debt agreements under this option.
4.
Compute the Company's weighted average cost of capital before and after the treasury share buy-back transaction. When calculating the cost of debt capital, assume that the market value of the Company's debt is equivalent to the book value and the Company's marginal tax rate is 39.73%. When calculating the cost of equity capital using the Capital Asset Pricing Model, consideration will have to be given to a risk-free rate, a beta coefficient and an equity risk premium. The risk-free rate and the beta coefficient can be obtained from a variety of sources. Specifically, the 10-year treasury yield can be utilized as the risk-free rate and can be obtained on the front page of the Business section of the New York Times' web site at www.nytimes.com. The beta coefficient for a particular company can be obtained from Yahoo through its company profile service. Select a company with the same profile as Java & Holes to determine a reasonable beta coefficient. Assume an equity risk premium of 4 and a 5% increase in the market price of the stock after the buy-back.
5.
Compare the results of the EPS calculations for options #1-3 above. Determine which option results in the highest level of EPS while continuing to meet the financial covenants required by the Company's debt agreements. 6.
Discuss additional implications management should consider when analyzing the three strategic options from a managerial accounting viewpoint. 
